4557, STATE OF COLORADO

& 51 OFFICE OF THE STATE AUDITOR REPORT SUMMARY

# Fi
cr e = .
S5EeZ%Y Joanne Hill, CPA

s State Auditor

STATE OF COLORADO
STATEWIDE SINGLE AUDIT
FISCAL YEAR ENDED JUNE 30, 2002

Authority, Purpose, and Scope

This audit was conducted under the authority of Section 2-3-103, C.R.S., which authorizes the Office of
the State Auditor to conduct audits of al departments, ingtitutions, and agencies of state government. The
audit was conducted in accordance with auditing standards generally accepted in  the United States of
Americaand the financial and compliance standards contained in the Gover nment Auditing Standards
issued by the U.S. Genera Accounting Office. We performed our audit work during the period January
2002 through November 2002.

The purpose of this audit wasto:
» Expressan opinion on the State’ s Financial Statements for the fiscal year ended June 30, 2002.

C Expressan opinion on the State' s Schedule of Expenditures of Federal Awardsfor thefisca year
ended June 30, 2002.

C Review interna accounting and adminigtrative control procedures as required by generdly
accepted auditing standards.

C Evauate compliance with applicable state and federd laws, rules, and regulations.
C Evauate progressin implementing prior audit recommendeations.

We expressed an unqualified opinion on the State’ sFinancid Statements and an unqudified opinion on the
State' s Schedule of Expenditures of Federd Awardsfor thefisca year ended June 30, 2002. Our opinion
on the Financia Statementsis presented in the State’' s Comprehensive Annud Financiad Report, whichis
available in hard copy from the State Controller’'s Office and electronically at
http://www.sco.gtate.co.ug/cafr/cafr.htm. Our opinion onthe Schedule of Expendituresof Federd Awards
is presented under the Federal Awards Schedule section of this report.

For further information on thisreport, contact the Office of the State Auditor at (303) 869-2800.
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General Fund Shortfalls

During Fisca Y ear 2002 Col orado experienced significant decreasesin revenuedueto an overall economic
dedine amilar to that experienced in many states. To ded with the budget gaps, states are consdering a
variety of measures including drawing down reserve baances, cutting programs, reducing Medicaid
igibility, changing personnd policies, delaying capitd projects and, in some instances, railsng taxes.

Colorado is limited by variouslega congraintsregarding the cost containment measuresthat areavailable.
Like mogt states, Colorado is required to balance its budget annudly. Article X, Section 16 of the
Colorado Condtitution prohibits the State from budgeting more expenditures than revenue earned for a
fiscd year. Article XI, Section 3 of the Colorado Congtitution prohibits the State from obligating its
resources beyond one year, with the exception of capital construction.

In addition, the State must comply with limitations on revenue and spending established by Article X,
Section 20 (TABOR) of the Colorado Condtitution. TABOR limits the increase in the amount of revenue
that the State can gpend each fiscd year to the annud inflation rate plusthe percentage changeinthe State's
population. Revenue in excess of this limitation must be refunded to the taxpayers in the following year
unless voters approve a revenue change that allows the State to keep the excess. House Bill 98-1414
authorized the State to defer, for budget purposes, the recognition of the TABOR ligbility from the year in
whichthe refund is incurred to the following year. This resulted in the State’' s delaying budgeting for the
$927.2 million in TABOR refunds incurred in Fisca Year 2001 until Fisca Year 2002. This deferrd
contributed to the budgetary shortfall experienced in Fiscal Year 2002 because of the decline in date
revenue in that year. Additionally, TABOR requires the State to reserve 3 percent of revenue for
emergencies. Due to lack of adequate cash, the State' s required $217.5 million reserve includes $96.8
million of capital assetsin the Wildlife Cash Fund (44 percent of the reserve).

The State began Fiscal Y ear 2002 with an unreserved fund baancein the Genera Fund of $255.6 million,

and a that time, genera fund revenue was projected at $6.542 billion for theyear. However, actud Fiscal

Y ear 2002 revenue was only $5.575 billion, or about 15 percent lower than anticipated. In order to meet
condtitutiond requirements prohibiting adeficit fund baancein the Generd Fund at year-end, the Governor
initiated cost containment measures including hating many capita condruction projects, implementing a
temporary hiring freeze, and requiring a 1.5 percent overdl cut in expenditures. Additiondly, the Generd

Assembly authorized the trandfer of about $790 million in fund balances from various cash funds to the
Generd Fund (see Appendix C for aligting of the transfers). Further, the Generd Assembly reduced the
statutory reserve required under Section 24-75-201.1(1)(d)(VI), C.R.S,, from 4 percent of genera fund

expendituresto zero, which provided an additional $213.7 million. At June 30, 2002, the unreserved fund

baance in the Generd Fund was $137.6 million.
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The reduction of the 4 percent reserve requirement and the transfers from cash funds to the General Fund
are short-term solutions to balancing the Stat€' s budget. If revenue continues to decline in Fisca Year
2003 as projected, actual cutsin programsand persona serviceswill berequired. (For further information
on the State' sfinancid condition, seethe“Management’ s Discusson and Anadyss’ prepared by the State
Controller in the State' s Comprehensive Annua Financiad Report.)

The State ds0 faces the long-term impact of the $790 million in transfers from  the various cash fundsto
the Genera Fund. The Genera Assembly passed 11 bills authorizing these transfers, and  Section
24-75-201.5, C.R.S, dlows for transfers to avoid deficits in the General Fund. The State Controller
gppropriately disclosed the transfersin the State's Fiscal Y ear 2002 Financia Statements (seeNote31in
the Comprehensive Annua Financial Report). Thetransfers mean that these fundswill not be used for the
specific purposes origindly intended under state law. For example, the trandfers included the dimination
of $253.4 million set aside for financing the ongoing maintenance of state buildings, reductions of $141.6
million for financing programs funded by monies from the Tobacco Litigation Settlement Agreement, and
reductions of $211.5 million in funding designated for major medical claims under the State' s Workers
Compensation program. The reduction or dimination of these and other set-asides will result in greater
demands on the General Fund in the future, as well as reductions in programs and possible increases in
fees.

Current Year Findings and Recommendations

This report presents the results of the Statewide Financial and Compliance Audit for Fiscd Y ear 2002.
The report may not include dl findings and recommendations from separately issued reports on audits of
state departments, ingtitutions, and agencies. However, in accordancewiththe Single Audit Act, thisreport
includesdl findingsand questioned cogtsrelated to federa awardsthat cameto our attention through either
the Statewide Financia and Compliance Audit or other audits.

As pat of our Statewide Financid and Compliance Audit, we examined, on a test basis, evidence
supporting the amounts and disclosures in the financia statements. We considered the internd controls
over financid reporting; tested compliance with certain provisions of federal and sate laws, regulations,
contracts, and grants, and tested account balances and transactions for proper financia reporting. The
falowing presents highlights of findings included in our report. Please refer to the Recommendation
Locator following this summary for a complete listing of al recommendations, agency responses, and
implementation dates, as well as references to the location of each recommendation in the report.

Internal Controls

Agencies are responsible for having adequate controls in place to ensure compliance with laws and
regulations and with management’ sobjectives. Aspart of our audit, wetested controlsover the processing
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of transactionsand accounting for financia activity and identified the need for improvementsin thefollowing
aress.

» The Department of Revenuelacks controls over incometax creditsto ensure clamsfor creditsare
vaid. We examined 205 income tax returns to test controls over the 15 TABOR refund
mechanisms in place in Fiscal Year 2002 and determined that 54 returns (26 percent) were
erroneoudy granted tax credits totaling $248,902. In addition, we reviewed the Department’s
controls over the charitable contributions deduction and determined tha the State may have
received about $198,000 less in revenue because the Department lacks necessary reviews to
determine if the deductions are vdid.

» The Depatment of Revenue's controls over manua adjustments made to tax returns are
inadequate. We identified an ingtance in which an improper adjustment to a return erronecudy
resulted in a$327,000 reduction in the TABOR liability. Wefound that the Department does not
have sufficient controls over system-generated | ettersto taxpayerswhen manud adjustmentswere
made.

*  Our prior audit found that some taxpayers do not receive their persona property tax refunds. In
our Fisca Y ear 2002 audit, we noted smilar problems. We identified 2,400 outstanding persond
property tax refund checks totaling $2.1 million, many issued more than ayear before.

*  Wereviewed the Department of Personnd and Adminigtration’s $27 million annua payroll and
found alack of segregation of payroll dutiesand inadequate compensating controls, incons stencies
between the State' s payroll database and related employee withholding documents, and errorsin
biweekly payroll cdculations.

* The Department of Human Services did not have adequate controls over year-end exhibits
submitted to the State Controller’s Office for preparation of required financia disclosures. We
found errors related to reporting of risk financing, changes in long-term liabilities, capitd lease
reporting, estimates for accounts payable, and federal grant expenditures.

» The Department of Natural Resources needsto strengthen controls over procurement cards. We
found problemswith 21 of the 25 employee cardholder satementstested. Problemsincluded lack
of review of monthly statements by supervisors, the absence of agreements signed by supervisors
indicating an acknowledgment of their responsbilities to monitor card usage, and a lack of
agreements from employees documenting their acceptance of responsbility for appropriate usage
of the card.
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* We found that four departments (Departments of Labor and Employment, Natural Resources,
Personnel and Adminigtration, and Regulatory Agencies) did not properly record certain revenue
and accounts receivable at fiscal year-end and that the four need to improve proceduresfor year-
end adjustments.

Financial Reporting

Agenciesareresponsiblefor accurately reporting financia activity. Inaddition, the State Controller's Office
(SCO) minimizestherisk of inaccurate reporting by establishing standard policiesand procedures. Aspart
of our audit, we reviewed the policies and procedures related to financia reporting that were in place a
both the SCO and agencies, and tested a sample of financia transactions to ensure that financia activity

was reported properly.

During Fiscd Y ear 2002 the State Controller's Office implemented Governmental Accounting Standards
Board (GASB) Statement No. 34, Basic Financial Satements — and Management’ s Discussion and
Analysis—for Sate and Local Governments, which establishes new financia reporting requirements
for governments. These requirements significantly restructured the information presented in the State's
Financid Statements and resulted in new information being presented. We found two areas for
improvement related to the implementation of Statement No. 34.

* Inconsgtenciesexist in how sometransactionswere categorized between the State'sand the higher
education inditutions statements of cash flows. For example, the higher education ingtitutions
reported gifts of goproximately $72.8 million in the cash flows from noncapitd financing activities
section, while on the State's financid statements only $1.3 million of gifts are reported this way.
Wedsoidentified adifference of $32 million between the statement of cash flowsfor the Stateand
the Student Obligation Bond Authority (CSOBA) because the definition of cash used by CSOBA
was different than that prescribed by the State.

* New requirementsfor capitaization and depreciation of certain long-lived assetsresulted in errors
in estimated useful lives for buildings and/or leasehold improvements, as well as the need for
establishment of capitaization thresholds. We a so noted that the Department of Trangportation did
not record accumulated depreciation of $18 million in prior years, and $700,000 in the current
year, until our audit brought the need for the entries to the Department’ s attention.

Federal Grants

The State received about $4.6 billion in federal grantsin Fiscal Year 2002. As part of our audit, we
determined compliance with federd regulations and grant requirements. The audit work included, among
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other requirements, testing of alowable activities, dlowable costs, cash management, digibility, reporting,
and subrecipient monitoring.

Medicaid: The Medicaid program, administered by the Department of Health Care Policy and Financing
(HCPF), is the State's largest federal program. During Fiscd Year 2002, Medicaid expenditures
exceeded $2.3 hillion (state and federd funds). Some of the more sgnificant problems noted with the
management of the Medicaid program were as follows:

* Adequate controlsarenotin placeto ensuredl Medicaid providersare properly licensed and have
sgned required agreements with the State. We tested asample of 30 Medicaid provider filesand
found that only 6 had appropriate documentation on file.

»  Erroneous payments were made. For the Residentia Treatment Centers (RTC) program, we
tested nearly1,500 claims filed during one month to determine whether the claims submitted by
providers were accurate. We found at least one error in 455 (30 percent) of the claims tested;
further, these errors were not detected by the Medicaid Management Information System, which
processes Medicaid claims. These errors totaled over $98,000 for the month tested.

» Program overlaps resulted in excess payments. State law prohibits Medicaid-digible individuads
from being served in the Colorado Indigent Care Program (CICP). We tested a three-month
period and identified 1,600 individuas enrolled in Medicaid who received services under CICP
in the same period. We estimated that providers were reimbursed about $554,800 under CICP
for these services which should have been covered under Medicaid. Additiondly, since most
Medicad recipients are under managed care, the State likely paid monthly capitation paymentsto
providers under the Medicaid program on behaf of many of these 1,600 individuas.

CashManagement: The Cash Management Improvement Act (CMIA) was established to regul ate the
transfer of federa funds betweenfederd and Sate agenciesfor certain largefederd programs. The Office
of the State Treasurer is responsible for the coordination of CMIA for Colorado. In Fisca Year 2002,
30 federa programswere covered by CMIA at seven different stateagencies. Theseprogramshad federa
expenditures of about $1.4 billion. Wefound problemsrelated to cash management at three departments.
For example, we found that the Department of Human Services requested federa funds oneto five days
later than required for 22 of the 34 eectronicaly issued payments tested (65 percent) and one day earlier
than allowed for 35 of the 53 warrants tested (66 percent).

Student Financial Aid: State higher education ingtitutions paid out about $349 million in student loansand
grantsin Fiscd Year 2002. We found the following problems at various state schools.
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At seven indtitutions, including sx community colleges, controls were not adequate to prevent
overpayments to students receiving financid aid and to ensure the return of federd fundsin cases
where students withdrew from school. Two ingtitutions files did not contain evidence of the
required counsdling session for students that were leaving schoal.

At two indtitutions, documentation in student files was not sufficient to support decisons such as
sudent loan deferments or cancdlations or for determining the amount of families' required
contributions, which affects the amount of student aid provided.

At one inditution, controls were lacking over vocationa education grant monies to ensure that
disbursements were not made in advance of expenditures by subrecipients. In addition, controls
were not sufficient to ensure funds were spent in accordance with federd requirements.

Foster Care, Temporary Assistancefor Needy Families(TANF), L ow-IncomeEner gy Assistance
Program (LEAP), and Subsidized Adoption: Wefound problemsat the Department of Human Services
withthe adminigtration of other federa programs. These four programsrepresent over $227 million, or 33
percent, of the $699 millionin federa funds expended by the Department in Fisca Y ear 2002. We noted
the following areas where improvements were needed.

Fiscal and programmatic controls over the Foster Care program areinadequate. For example, we
found a lack of documentation to support $29,000 in charges for Medicaid-reimbursed case
management servicesclaimed by child placement agencies(CPAS), and weidentified questionable
expenditures totaling more than $1.1 million (al funding sources) across 6 of the 10 CPAs
reviewed (65 percent). Expenditures included payments to family members and payments for
personal items. We aso determined that the Department did not conduct federally required qudity
assurance reviews for the 9,400 children receiving “in-home’ services or placed in foster carefor
fewer than sx months during Fisca Y ear 2002.

We sampled 79 Subsidized Adoption casefilesand found that in 24 cases (30 percent), providers
paid children past the legd age when the subsidy should end. The State could be liable to the
federa government for about $233,000 of these funds.

We found that the Colorado Trails system, designed to meet new federd reporting requirements
for children in Subsidized Adoption and Foster Care, contained duplicate client and provider
records causing reports to be inaccurate. Duplicate records and problems with the system’'s
interface with the County Financid Management System contributed to inaccurate provider
payments. A baance of $650,000 in potentia overpayments was unresolved at the time of our
audit.
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*  Our audit of the TANF Diverson Program indicated problems in 77 of the 239 cases in our
sample. In tota, weidentified $94,000 in questioned costs. We a so noted that the Department
did not perform the federally required maich of gpplicants financia information against other
databases, such asthe State’ s wage database from the Department of Labor and Employment, to
ensure gpplicants met income limitations.

* Our review of 400 LEAP files indicated that the Department needs to ensure that counties
auffidently document information used to determine eigibility, caculate benefit amounts, and
determine adherence to timeliness standards.

Communication of Audit-Related M atters

Therewere no sgnificant or unusua matters reported in connection with the audit of the State of Colorado
for the year ended June 30, 2002. Areasin which uncorrected misstatements were aggregated during the
Fiscal Year 2002 audit were determined by management and the Office of the State Auditor to be
immaterid, both individudly and in the aggregate, to the financia statements teken asawhole. The net
effect of the uncorrected misstatements would have been to decrease the fund baances by about $2.3
million, decrease assets by about $8.6 million, increase ligbilities by dmaost $3 million, increase revenue by
about $4.8 million, and increase expenditures by about $3.1 million. See Appendix B, which shows the
net and gross passed audit adjustments by agency and the net and gross posted audit adjustments by

agency.

Recommendation L ocator

The Recommendation Locator following this summary is arranged by department. In addition, Appendix
A contains aseparate L ocator with additiona columnsto provide the information necessary to meet Single
Audit reporting requirements. The CFDA No./Compliance Requirement/Federal Entity column indicates
the federa program, category of compliance requirement, and applicable federd agency. The contact for
the Corrective Action Plan designates the state agency contact person. For those findings not subject to
the Single Audit Act, the CFDA No./Compliance Requirement/Federd Entity column is marked “not
gpplicable”

Summary of Progressin Implementing Prior Year Recommendations

This report includes an assessment of the digposition of prior audit recommendations reported in both the
Statewide Single Audit Reports and the Statewide Financial and Compliance Audit Reports for Fisca
Y ears 1997 through 2001. If arecommendation was reported in both reports, it has only been included
oncein thefollowing teble. Additiondly, prior years recommendations that were implemented in Fiscal
Y ear 2001 are not included.
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Statewide Single and Financial Audit Reportsby Fiscal Year?
Total 2001 2000 1999 1997

Implemented 70 54 13 3 0
Partidly Implemented 24 18 1 4 1
Not Implemented 9 9 0 0 0
Deferred 11 8 3 0 0
Ongoing 2 2 0 0 0
No Longer Applicable 1 0 1 0 0
Total 117 91 18 7 1

L All recommendations from the Fiscal Y ear 1998 audits have been implemented, carried forward to a subsequent
year, or are no longer applicable.






